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EXPOSURE DRAFT
PROPOSED GUIDE
THE AUDITS OF CERTAIN
NONPROFIT ORGANIZATIONS

JULY 15,1980

Prepared by the Nonprofit Organizations Subcommittee
of the American Institute of Certified Public Accountants

NOTICE TO READERS
This audit guide presents recommendations only as to auditing standards
and procedures. Any description of current financial accounting and
reporting practices is not intended to suggest preferable practices.
This guide was developed by the AICPA Nonprofit Organizations Subcommittee and has been reviewed by members of the AICPA Auditing Standards
Board. It does not have the authority of a pronouncement by the Board.
However, AICPA members may have to justify departure from the auditing
standards and procedures contained in the guide if their work is challenged.

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200

July 15, 1980

An exposure draft of a proposed audit guide, The Audits of Certain
Nonprofit Organization, accompanies this letter. The guide was
prepared by the AICPA Nonprofit Organizations Subcommittee.
The AICPA has previously issued guides covering specific nonprofit organizations, including Hospital Audit Guide (1972),
Audits of Colleges and Universities (1973), Audits of Voluntary
Health and Welfare Organizations (1974), and Audits of State
and Local Governmental Units (1974). This guide provides guidance to the independent auditor in examining and reporting on
the financial statements of nonprofit organizations not covered
by those guides.
Comments or suggestions on issues contained in the exposure draft
will be appreciated. The subcommittee's consideration of responses
will be helped if comments refer to a specific paragraph, explain
the problem, and include supporting reasons for any suggestions
or comments.
In developing guidance, the AICPA Auditing Standards Division considers the relationship between the cost imposed and the benefits
reasonably expected to be derived from services rendered by accountants. It also considers differences that may be encountered
in rendering such services to small organizations and, when appropriate, makes special provisions to meet those needs. Thus,
the subcommittee would particularly appreciate comments on those
matters.
Responses should be addressed to the AICPA Auditing Standards
Division, File 3830, in time to be received by November 15, 1980.
Written comments on the exposure draft will become part of the
public record of the AICPA Auditing Standards Division and will
be available for public inspection at the offices of the American
Institute of Certified Public Accountants after November 30, 1980,
for one year.
Sincerely,

Rudolph C. Greipel
Chairman
Nonprofit Organizations Subcommittee

D. R. Carmichael
Vice President, Auditing
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PREFACE
This guide has been prepared by the AICPA Nonprofit Organizations
Subcommittee to assist the independent auditor in examining and reporting on the financial statements of certain nonprofit organizations
(described in chapter 1) in accordance with generally accepted auditing
standards.
This guide does not deal with all of the work an independent auditor
should undertake in an audit engagement; rather, it discusses the portions of the work that the subcommittee considered particulary pertinent
or unique to these nonprofit organizations. In preparing this guide,
the subcommmittee has taken into consideration Statements on Auditing
Standards through No. 28.

VII

CHAPTER 1 - GENERAL
Scope and Application of the Guide
1-1.
The American Institute of Certified Public Accountants (AICPA)
has issued the following industry audit guides applicable to nonprofit
organizations:
Hospital Audit Guide (1972)
Audits of Colleges and Universities (1973)
Audits of Voluntary Health and Welfare
Organizations (1974)
Audits of State and Local Governmental Units (1974)
1-2.
This guide does not supersede those guides or their amendments.
It provides guidance to the independent auditor in making an examination
in accordance with generally accepted auditing standards of financial
statements of nonprofit organizations not covered by those guides. The
following organizations are among those covered by this guide; however,
this list is not all-inclusive:
Cemetery organizations
Civic organizations
Fraternal organizations
Labor unions
Libraries
Museums
Other Cultural institutions
Performing arts organizations
Political parties
Private and community foundations
Private elementary and secondary schools
Professional associations
Public broadcasting stations
Religious organizations
Research and scientific organizations
Social and country clubs
Trade associations
Zoological and botanical societies
1-3.
Generally accepted auditing standards apply to examinations
of financial statements of nonprofit organizations. This guide is
directed toward those aspects of the examination of nonprofit organizations' financial statements that are unique or are considered particularly significant to such an examination. Accordingly, this guide
does not discuss comprehensively the examination of the financial statements of a nonprofit organization; rather, it provides guidance in
applying the existing authoritative pronouncements in such examinations.
Need for an Audit
1-4.
In many jurisdictions, nonprofit organizations that solicit
1

contributions from the public are subject to governmental regulation
and must furnish, to a regulatory agency, reports on their activities.
Such reports frequently include financial statements and independent
auditors' reports on the statements. Also, many nonprofit organizations
receive grants for conducting activities, are compensated for costs
incurred in particular programs, or share with other nonprofit organizations in fund-raising activities. Specific reporting requirements
are often imposed in connection with these activities, and an audit
is often required. In addition, even when an audit is not required
by a regulatory or fund-raising agency, nonprofit organizations often
engage independent auditors to examine and report on their financial
statements in order to provide additional assurance to the users of
the financial statements.
Application of Generally Accepted Accounting Principles
1-5.
This guide does not prescribe accounting principles applicable
to nonprofit organizations. While there is no single source for all
established accounting principles, Statement on Auditing Standards
(SAS) No. 5, The Meaning of "Present Fairly in Conformity With Generally Accepted Accounting Principles" in the Independent Auditor's Report, enumerates the sources so designated by AICPA council and provides
guidance for the use of other sources.
1-6.
On December 31, 1978, the AICPA issued Statement of Position
(SOP) 78-10, Accounting Principles and Reporting Practices for Certain
Nonprofit Organizations. Pending completion of the Financial Accounting Standards Board project, Objectives of Financial Reporting by
Nonbusiness Organizations, no effective date has been established for
adoption of the accounting principles recommended in that SOP. However,
the discussion of accounting principles set forth in the SOP may be
helpful to the auditor.
1-7.
Some nonprofit organizations may find that financial statements
prepared on the cash basis or modified cash basis of accounting are
adequate for the governing board and other users. SAS No. 14, Special
Reports, describes the independent auditor's reporting requirements
when the financial statements are prepared on a comprehensive basis
of accounting other than generally accepted accounting principles,
including a cash or modified cash basis. An illustrative form of an
auditor's report on financial statements prepared on a modified cash
basis is included in chapter 8 of this guide.
Materiality
1-8.
Matters presented in this guide apply only to material items.
The concept of materiality involves both qualitative and quantitative
judgments and does not depend solely on relative dollar amounts. The
significance of an item to a particular entity, the pervasiveness of
a misstatement, and the effect of a misstatement on the financial statements taken as a whole are all factors to be considered in making a
judgment regarding materiality. However, it is usually not meaningful
to emphasize net results of financial activities of nonprofit organiza2

tions in making materiality judgments because such organizations are
not profit-oriented. Otherwise, matters that would be considered material for a profit-oriented entity generally would be considered material
for a nonprofit organization.
Financial Statements of Nonprofit Organizations
1-9
The basic financial statements of a nonprofit organization
are a balance sheet and a statement of activity, also referred to as
a statement of support, revenue, expenses, capital additions, and changes
in fund balances, or similar titles. If a reconciliation between beginning and ending fund balances is not included in the statement of activity, a separate statement of changes in fund balances should be presented. Additionally, the basic financial statements often include
a statement of changes in financial position.
The basic financial
statements of the current period often are presented on a comparative
basis with those of one or more prior periods.
1-10.
Nonprofit organizations present their expenses classified
either on a functional basis (according to the purpose for which costs
are incurred, such as specific programs and supporting services) or
on an object basis (according to their natural classification, such
as salaries, employee benefits, and purchased services). In some cases,
the organization may present an analysis that sets forth expenses on
both bases in a matrix or grid format. Such an analysis is illustrated
on pages 44 and 45 of the AICPA industry audit guide, Audits of Voluntary
Health and Welfare Organizations, and in exhibit 6F of SOP 78-10.
General Considerations Concerning Internal Accounting Control
1-11.
The objectives of internal accounting control for a nonprofit
organization generally are the same as the objectives applicable to
profit-oriented organizations. Some characteristics of nonprofit organizations that influence internal accounting control include the
following:
•

A volunteer governing board, many of whose members serve
for limited terms.

•

A limited number of staff personnel, sometimes too few
to provide the appropriate segregation of duties.

1. Nonprofit organizations are excluded from Accounting Principles Board
Opinion no. 19, Statement of Changes in Financial Position. According
to that opinion, a profit-oriented business entity whose financial
statements purport to present both financial position and results of
operations must present, as a basic financial statement, a statement
summarizing changes in financial position for each period for which
an income statement is presented. SOP 78-10 recommends that the nonprofit organizations covered by this guide present statements of changes
in financial position in such circumstances.
3

•

A mixture of volunteers and employees participating
in operations. Depending on the size and other features
of the organization, day-to-day operations sometimes are
conducted by volunteers instead of compensated employees.
The manner in which responsibility and authority are
delegated varies among organizations. This matter is
important to the independent auditor because it may
affect control over financial transactions, particularly
with respect to authorization.

•

A budget approved by the governing board that serves as
authorization for the activities to be carried out by
management in attaining the organizations' program
objectives. Many nonprofit organizations prepare budgets
for both operating and capital expenditures.

The Independent Auditor's Study and
Evaluation of Internal Accounting Control
1-12.
The second generally accepted auditing standard of field
work (see SAS No. 1, paragraph 150.02), which applies to all engagements, including audits of nonprofit organizations, states, "There
is to be a proper study and evaluation of the existing internal control
as a basis for reliance thereon and for the determination of the resultant extent of the tests to which auditing procedures are to be
restricted."
1-13.
Section 320 of SAS No. 1 describes the application of the
second standard of field work, and SAS No. 3 discusses the effects
of electronic data processing (EDP) on the independent auditor's study
and evaluation of internal accounting control. Guidance concerning
the independent auditor's communication of a material weakness in internal accounting control appears in SAS No. 20, Required Communication
of a Material Weakness in Internal Accounting Control.

CHAPTER 2 - EXPENSES
2-1.
Some nonprofit organizations present their expenses classified on a functional basis; others present their expenses classified
on an object basis. When expenses are classified on a functional basis,
each significant program and supporting service usually is reported
separately in the statement of activity. Program services are those
directly related to the purposes for which the organization exists;
supporting services are those not directly related (such as fund-raising,
membership development, and unallocated management and general expense).
In some cases, certain expenses (such as payroll and pension costs)
pertain to more than one program or supporting service and, therefore,
generally are allocated among such services. Generally, because of
the importance of fund-raising expenses to various users of financial
statements of a nonprofit organization, such costs are disclosed in
the financial statements even though the organization presents its
expenses classified on an object basis.
2-2.
When he is performing auditing procedures with respect to
expenses, the independent auditor's objectives should be to obtain
satisfaction that expenses are in accordance with management's authorizations, are supported, and are properly classified, and that all expenses are recognized in the appropriate period and, when presented
on a functional basis, are properly allocated to the appropriate functions The most significant expenses incurred by many nonprofit organizations are payroll costs, and, therefore, the methods of allocating
such costs are of particular interest to the independent auditor.
2-3.
Internal accounting controls over a nonprofit organization's
expenses are generally the same as the controls applicable to expenses
of profit-oriented organizations. Examples of internal accounting
controls that may apply to expenses include:
•

Existence of a well-defined organizational chart
that clearly defines the organization's activities by function
and a detailed chart of accounts that defines the expenses chargeable to them.

•

Controls over expenses, including comparison with approved
budget estimates, and investigation of significant variations.
(Budget estimates are generally approved and monitored by the
organization's governing board.)

•

Controls over the disbursement process, which include approval
of disbursements and review of the distribution of expenses to
accounts and the allocation among functions, if applicable.

2-4.
The auditing procedures that should be considered for expenses
in a nonprofit organization are in most respects the same as those
applicable in profit-oriented organizations. When expenses are reported
on a functional cost basis, examples of auditing procedures that the
independent auditor should consider, in addition to those that would
5

otherwise be applied, include:
•

Obtaining satisfaction that the functional classifications
used adequately reflect the major activities of the organizations.

•

Reviewing and testing the allocations of expenses that apply
to more than one function and considering whether the methods
and the underlying statistical bases used for allocation are
reasonable and are being consistently followed. For example,
a review of salary and wage allocations might include an examination of program reports, job descriptions, and employee time
or activity reports.

•

Obtaining satisfaction that the classifications used are consistent with those used in the preceding year or, if not, that the
changes are adequately disclosed.

Expenditures of Restricted Resources
2-5.
Internal accounting controls and auditing procedures relating to expenditures of resources restricted by donors, grantors, or
other outside parties to specific purposes are discussed in chapter
6, "Liabilities, Deferred Revenue and Support, and Fund Balances."
Grants Awarded
2-6.
Grants may be awarded by nonprofit organizations to other
organizations for various purposes. Generally, the independent auditor'
objectives, the internal accounting controls, and the auditing procedures that the independent auditor should consider for grants that
have been awarded are similar to those for other expenses.
2-7.
Examples of additional auditing procedures that the independent auditor should consider include:
•

Examining grant authorizations and related agreements.

•

When appropriate, examining the documentation relating
to the tax status of the grantee organizations.

•

Reviewing the organization's grant monitoring procedures,
including accountability, if any, by the grantee for use
of the funds.

•

Reviewing procedures for cancelling grants and for obtaining refunds for the grants made, if appropriate.

•

Obtaining satisfaction that grants have been recorded
in the proper accounting period.

Taxation of Nonprofit Organizations
2-8.

Typically, a nonprofit organization is exempt from income
6

taxes. Certain nonprofit organizations, however, may be subject to
taxes on unrelated trade or business income, as well as excise, payroll, real estate, and personal property taxes. Also, they may be
required to collect sales taxes on sales of publications or products
and to withhold payroll taxes.
2-9.
Generally, the independent auditor's objectives, the internal
accounting controls, and the auditing procedures that the independent
auditor should consider for taxes of a nonprofit organization are similar
to those that would be applicable for a profit-oriented organization.
2-10.
Examples of additional auditing procedures that the independent auditor should consider include:
•

Identifying those taxes from which the organization is exempt
and those for which it is liable.

•

Obtaining satisfaction that the conditions for tax exempt
status are met and that necessary information returns have
been filed on a timely basis.

•

Identifying any unrelated business income and applicable
expenses and evaluating the provision for the related taxes.

•

Reviewing the results of the latest examination by the
Internal Revenue Service (IRS) or other taxing authority.

•

For foundations, obtaining satisfaction that the foundation
is in compliance with the provisions of the Internal Revenue
Code applicable to such organizations and the related regulations.

7

CHAPTER 3 - REVENUE
3-1.
Increases in the aggregate net assets of nonprofit organizations arise from the inflow of revenue (which is discussed in this
chapter) or of support and capital additions (which are discussed in
chapter 4). Deferral of revenue and support is discussed in chapter 6.
Types of Revenue
3-2.
cations:

Revenue generally may be grouped into the following classifi-

•

Fees for performance of services (service fees).

•

Sales of publications and other items.

•

Income and gains and losses from investments.

•

Third-party reimbursements.

Service Fees
3-3.
The categories of service fees are numerous and depend on
the nature of the organization's activities. Some examples include:
•

Membership dues and initiation fees of associations,
clubs, and unions.

•

Admission fees for performances and exhibitions of
performing arts organizations and museums.

•

School tuition.

•

Client fees of voluntary service organizations.

•

Annual care fees of cemetery organizations.

•

Life membership and other fees of homes for the aged.

3-4.
When he is performing auditing procedures with respect to
service fees, the independent auditor's objectives should be to obtain
satisfaction that the fees have been properly recorded and are presented in conformity with generally accepted accounting principles.
3-5.
Internal accounting controls over service fees of a nonprofit
organization are generally the same as the controls applicable to
similar fees of profit-oriented organizations. Examples of internal
accounting controls that may apply to service fees include:
•

Controls over revenue, including comparison with
approved budget estimates, and investigation and
9

reporting of significant variations.
•

Independent accountability over admissions, including,
if applicable, control over tickets printed, issued,
used and unused (theatrical performances, exhibitions,
conferences, seminars, or benefits).

•

Segregation of accountability functions relating to
membership, enrollment, and similar activities that give
rise to dues, tuition, and other revenue.

•

Appropriate control procedures over the processing and
recording of one-time membership fees.

3-6.
One of the auditing procedures that the independent auditor
should consider is the application of analytical review procedures
(see SAS No. 24, Analytical Review Procedures) to compare recorded
revenue with related independently prepared statistical reports. For
example, comparisons such as the following might be made:
•

Tuition with enrollment statistics.

•

Admissions revenue with turnstile counts or ticket
usage reports.

•

Dues with membership listings.

3-7.
If there is significant risk that revenue may be unrecorded
or underrecorded, for example, if there are weaknesses in internal
accounting controls over cash receipts from service fees, the independent auditor should select, from a source independent of the accounting
function, a sample of members, students, ticket subscribers, or other
patrons and request confirmation from them of amounts paid, if any.
If the auditor is unable to find a suitable independent source, he
should consider the effect this should have on his report.
Sales of Publications and Other Items
3-8.
Some nonprofit organizations sell items that have been purchased, produced, or donated, such as:
•

Publications, subscriptions to periodicals, and advertising space.

•

Souvenirs, reproductions, and records.

Other revenue may be raised by auctions or concession sales.
3-9.
When he is performing auditing procedures with respect to
sales of publications and other items, the independent auditor's objectives should be to obtain satisfaction that sales of such items
have been properly recorded and are presented in conformity with generally accepted accounting principles.
10

3-10.
Generally, the internal accounting controls and auditing
procedures that the independent auditor should consider for sales of
publications and other items are the same as those applicable to similar
transactions of profit-oriented organizations. Accordingly, as in
profit-oriented organizations, it is important for the entity to control
the number of publications printed, issued, and on hand and to control
the number of items of merchandise available, sold, and on hand.
Income and Gains and Losses From Investments
3-11.
Nonprofit organizations may receive income from investments
and may have gains and losses from their investments, including:
•

Dividends and interest.

•

Rents and royalties.

•

Gains and losses realized on dispositions of investments.

•

Unrealized gains and losses resulting from changes in the
fair value of investments.

In some instances, these items may be restricted by donors or others
and, therefore, may be accounted for as deferred revenue or capital
additions.
3-12.
The independent auditor's objectives in the examination of
investment income and gains and losses from investments should be to
obtain satisfaction that such items have been properly recorded and
are presented in conformity with generally accepted accounting principles.
3-13.
Although the accounting treatment of investments by nonprofit
organizations may differ in some respects from that of profit-oriented
organizations, the internal accounting controls and auditing procedures
that the independent auditor should consider for investment income
and for gains and losses from investments are generally the same for
both profit-oriented and nonprofit organizations. In addition, important considerations for nonprofit organizations are the internal accounting controls over restricted revenue and the auditing procedures
relating to it. These matters are discussed in chapter 6.
3-14.
In some cases, the investments of nonprofit organizations'
unrestricted and restricted funds are pooled. In such cases, as indicated in chapter 5, the independent auditor should make tests to
obtain satisfaction that the investment income and the gains or losses
on investments are appropriately allocated to the funds participating
in the investment pool.
Third-Party Reimbursements
3-15.
Some nonprofit organizations, particularly those in the research field, provide services, the cost of which is reimbursed by
a third party.
11

3-16.
The independent auditor's objectives in the examination of
third-party reimbursements should be to obtain satisfaction that revenue has been accrued for all reimbursable costs (and only those that
are reimbursable).
3-17.
Examples of internal accounting controls that apply to thirdparty reimbursements include:
•

Review of third-party payor contractual agreements at
regular intervals to ascertain that the services rendered
are in accordance with the terms of the agreements.

•

Preparation of cost reimbursement reports on a timely
basis and review of the reports by appropriate management
personnel.

•

Establishment of procedures to assure that properly
reimbursable direct and indirect costs (and only
reimbursable costs) are billed to, and collected from,
third-party payors.

3-18.
Examples of auditing procedures that the independent auditor
should consider include:
•

Reading pertinent sections of significant third-party
payor contracts to determine the basis for reimbursement.

•

Reviewing cost reimbursement reports and testing underlying support to obtain satisfaction that they were prepared
on the basis of the principles of reimbursement contained
in the contract with the third-party payor.

•

Testing the allocations of indirect costs among the
organization's programs, including the underlying
statistics used for the allocation of indirect costs.

•

Reviewing the status of audits by third-party payors
and considering the potential effect, if any, on the
financial statements.

3-19.
If the organization depends significantly on third-party
reimbursement arrangements to carry out its program activities, the
independent auditor also should evaluate whether the financial statements adequately disclose information related to such arrangements.

12

CHAPTER 4 - SUPPORT AND CAPTIAL ADDITIONS
4-1.
Gifts, grants, and bequests to nonprofit organizations normally are accounted for as either support or capital additions.
Support
4-2.
Nonreciprocal giving in support of the activities of nonprofit
organizations often is the principal resource of such organizations.
This guide refers to such gifts, grants, and bequests as "support."
4-3.
Support may be unrestricted or may be subject to donor- or
grantor-imposed restrictions that limit the manner or time period in
which it may be used. Restrictions may be explicit in the gift instrument or implicit because of the manner in which the gift was obtained.
4-4.
If the amount of the grant is based on a specific measure
of service (such as grants based on research personnel hours or dedication of facilities for specified periods of time), the amounts received
normally would be accounted for as service fees (see chapter 3) rather
than as support.
Capital Additions
4-5.
Nonexpendable gifts, grants, and bequests restricted by the
donor or grantor for endowment, plant, or loan purposes, either permanently or for a period of time, are referred to in this guide as
"capital additions." Such donor or grantor restrictions may include
the following requirements:
•

A specified or indefinite period of time must elapse
(such as in a term endowment or life interest gifts)
before the principal becomes available for other restricted or unrestricted purposes.

•

The principal must be maintained in perpetuity (as in a
permanent endowment gift).

•

Amounts must be used for acquisitions of plant and equipment.

Forms of Gifts, Grants, and Bequests
4-6.
Gifts, grants, and bequests are received in the form of (a)
cash, (b) services, (c) securities, materials, facilities, and other
nonmonetary items, (d) future interests, or (e) interest-free loans.
Cash Contributions
4-7.
a.

Contributions of cash are obtained from the following:

Solicitations
• By direct mail or telephone.
• By radio or television (such as spot announcements
and telethons).
13

•

By direct contact ("in person" solicitations), including
door-to-door and street contacts.

b.

Unsolicited gifts and bequests.

c.

Special events (such as fund-raising dinners and theater
parties) or "sales" in which the organization's supporters
may pay substantially more than the fair value of articles,
services, or tokens of appreciation that are "sold."

d.

Allotments by federated fund-raising agencies.

e.

Grants from others, including foundations, trusts, and
governmental units.

4-8.
The independent auditor's objectives in the examination of
cash contributions should be to obtain satisfaction that such contributions have been properly recorded and are presented in conformity with
generally accepted accounting principles.
4-9.
Internal Accounting Controls. Examples of the types of internal accounting controls that may apply to the receipt of cash contributions by nonprofit organizations include:
•

Controls over incoming mail

•

Third-party control mechanisms

•

Pyramid control of direct contact solicitations

•

Other control procedures

4-10.
Controls over incoming mail - Because many nonprofit organizations have a large volume of mail receipts, the following are particularly important internal accounting controls:
•

Two or more employees jointly open all incoming mail,
restrictively endorse checks, prepare a list in duplicate
of amounts received, and sign the list to attest to its
accuracy.

•

These employees send one copy of the list to the organization's accounting department for recording in the accounting
records, and they send the second copy of the list, with the
cash receipts, to the person responsible for making the
bank deposit. This person should be independent of the
accounting function.

•

An employee who does not have access to cash receipts
compares the bank deposit record with the accounting
department cash receipts records.

4-11.
Third-party control mechanisms - The following internal accounting controls are sometimes used:
14

•

A bank "lock box" service, whereby the organization's
bank receives and controls mail that is sent to the
organization and that is directed to a lock box. The
bank furnishes the organization with a list of the
lock box receipts and an authenticated deposit slip.

•

An outside agency that makes test mailings of "contributions"
that are subsequently traced into the records.

•

An outside fund-raising service, having no access to
cash receipts, which handles the mailing of all fundraising literature and follows up on lack of adequate
responses to campaigns.

4-12.
Pyramid control of direct contact solicitations - When direct
contact campaigns are conducted, the following are important controls:
•

There should be appropriate supervision of the solicitors.
This often is accomplished by a pyramid structure of area
chairmen, division captains, and neighborhood captains, with
neighborhood captains supervising the door-to-door solicitors,
and with each level reporting to the next higher level.

•

Only chosen solicitors should be provided solicitation materials,
including a specific form of identification authorizing them to
solicit contributions in the name of the organization.

•

At the earliest possible point, physical control of
cash should be separated from the accounting control
over the contributions received. For example, a
door-to-door solicitor should submit a report to the
neighborhood captain. The report should reconcile the
contributions (some of which may be in the form of
pledges) received with the cash collected. The solicitor
should also send a copy of his report directly to the
organization's accounting department to establish
accounting control and to permit later comparison with
the amounts deposited.

•

The number of persons having access to cash and the
amount of cash in any one person's control should be
kept to a minimum. Therefore, the cash collected
should be deposited in a bank at the earliest practical time (such as by the neighborhood captain).

•

Fund-raising reports should be used to check the results
of each solicitation against street maps or other controls
to ascertain that all areas and all solicitors have been
accounted for.

•

All fund-raising reports should be summarized and reconciled to the organization's records, and the recorded
amounts should be compared to total bank deposits.
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When sealed containers are used to collect cash, all
containers should be accounted for.
In some cases, it may not be possible for the client to
establish adequate internal accounting control over cash
contributions from direct contact solicitation campaigns.
If. there is a significant risk that such revenue may be
unrecorded or underrecorded, the auditor should consider
the effect that this should have on his report (see paragraph 8-8) .
13.
Other control procedures - Other internal accounting control
procedures that may be appropriate include the following:
Procedures similar to those for incoming mail should be
used to control the counting of the contents of sealed
containers or of open plate collections. Containers,
once collected and checked in, and open plate collections should be maintained under the joint control of
two or more responsible persons until they are counted.
Separate accountabilities should be established for
donor-restricted gifts to classify and account for
them properly and to monitor compliance with such
restrictions.
Prenumbered contribution acknowledgment forms should be
used, if practicable.
A record of gifts contingent on future events (such
as bequests) should be maintained and reviewed periodically.
The issuance of solicitation materials should be controlled.
Contributions that can reasonably be estimated should be
budgeted, and the differences between actual contributions
and budgeted amounts should be investigated.
All checks received by the organization should be
restrictively endorsed (for example, for deposit only
to the organization's account) immediately upon receipt
to prevent the unauthorized cashing of checks made payable to the organization.
Donors' names may be published in a journal or program,
and complaints from donors whose names were omitted,
or the amount of whose gifts did not agree, should be
followed up by a person who is independent of the
contribution receiving and recording functions.
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4-14.
Auditing Procedures for Cash Contributions. Examples of
types of auditing procedures that the independent auditor should consider include
•

Tests of contributions and grants, including procedures
to detect omitted or underrecorded contributions.

•

Procedures* relating to donor restrictions.

•

Other general procedures.

/-{

.

~

4-15.
Tests of contributions and grants - Such tests should include
procedures to detect omitted or underrecorded contributions. The auditor
should consider the following procedures:
•

Testing for omitted or underrecorded contributions or
grants and for unrecognized donor or grantor restrictions. (a) Select names from available, independently
maintained solicitation lists, lists of grants for
which the organization has applied, or other appropriate
populations of donors or grantors. (b) Compare the
amounts (if any) that the lists indicate have been
donated in the current year with the amounts recorded
in the accounting records. (c) Request confirmation from the person selected of whether a contribution or grant was made and, if so, of the amount and
date of the contribution or grant and whether any
restrictions were placed on the use of the funds.
(d) Compare these confirmation replies with the
organization's records.

•

Testing the recording of grants received by referring
to notifications from grantors and other documents.

•

Comparing the names of contributors and amounts
contibuted that are listed in the annual journal
or other publication with recorded receipts.

•

Reading minutes of meetings of the governing board
and appropriate committees and looking for mention
of contributions and grants received. Obtain
satisfaction that any such contibutions and
grants have been properly recorded.

•

When there is pyramid control of direct contact
solicitations, testing recapitulation schedules
that summarize contributions that have been raised
and comparing the totals with recorded receipts,

•

Applying analytical review procedures by comparing
amounts received in the current period with amounts
received in prior periods and with budgeted amounts
(if applicable) by solicitation areas.
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4-16.
Procedures relating to donor restrictions - To obtain satisfaction that donor restrictions have been properly recognized, the
independent auditor should examine documents supporting gifts, grants,
and bequests (such as pledge cards, correspondence, wills, and grant
notifications). The auditor should review the classification of contributions between unrestricted and donor-restricted categories. (In
addition, see paragraph 4-15 concerning confirmation request procedures.]
4-17.
Other general procedures - The following general auditing
procedures should also be considered:
•

Requesting confirmation from federated fund-raising
organizations (that is, organizations that raise funds
for distribution to other nonprofit organizations)
(1) of amounts allocated to the nonprofit organization,
(2) of the period(s) to which such amounts pertain, and
(3) of other pertinent data, if any.

•

Requesting information, including data on any restrictions, from estate administrators or legal counsel
with respect to estate or bequest settlements or any
other significant completed or pending contributions.

•

Inquiring whether any legal requirements (such as
registration or reporting) exist for states or other
localities in which the nonprofit organization is
engaged in fund-raising activities, and investigating whether the organization is complying with
any such requirements.

•

Reviewing the results of grantor audits, if any, and
considering the potential effect on the financial
statements.

Donated or Contributed Services
4-18.
Sometimes donated or contributed services are recorded as
support and expense.
4-19.
When he is performing auditing procedures with respect to
donated or contributed services, the independent auditor's objectives
should be to obtain satisfaction that such services have been properly
valued and recorded and that they are included as support and expense
in the appropriate period.
4-20.
Examples of internal accounting controls that may apply to
donated or contributed services include:
•

Existence of a policy statement clearly defining
the types of donated or contributed services that
should be accounted for and reported.

•

Establishment and use of forms (such as time sheets)
and other procedures for the accumulation of data
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relating to donated or contributed services, including
subsequent review and approval by an appropriate person.
•

Review and approval of the methods used and the reasonableness of the valuations assigned to donated or
contributed services.

4-21.
Examples of auditing procedures that the independent auditor
should consider include:
•

Evaluating the appropriateness of the organization's
policy concerning the recording of donated or contributed services.

•

Obtaining a list of recorded amounts, including the
name and position of the person or organization
rendering the service, the gross valuation of the service
rendered, the amounts paid in cash (if any), and the net
contributions recorded by program or activity.

•

Examining time records and other evidence supporting
the amount recorded for the donated service and the
program or activity that the service benefited.

•

Obtaining satisfaction that the gross value assigned
to donated services is (1) comparable to other salaries
paid or consistent with local compensation levels if
the services would otherwise be performed by an employee
or (2) comparable to fees for similar services if professional services are donated.

Gifts of Securities, Materials, Facilities, and Other
Nonmonetary Items
4-22.
Donations of securities, materials, facilities (and use thereof) and other nonmonetary items (including purchases by nonprofit organizations at prices significantly less than fair value) generally
are recorded at fair value when received, provided the organization
has a clearly measurable and objective basis for determining the value.
If values are not reasonably determinable, the donations are not recorded. If donated items pass through the organization to its charitable beneficiaries and the organization serves only as an agent for
the donors, the donated items usually are not recorded as support.
4-23.
The independent auditor's objectives in the examination of
donated securities, materials, facilities, and other nonmonetary items
should be to obtain satisfaction of the following:
•

Donated items meeting the recognition criteria have
been properly recorded.

•

Amounts ascribed to the donated items are proper, the
amounts are recorded in the appropriate period, and
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any associated liabilities or restrictions are recognized.
•

The basis of valuation of donated items is disclosed in
the financial statements.

4-24.
Examples of internal accounting controls that may apply to
the receipt of donated items include;
•

Separation of responsibilities for receiving and
recording, and establishment of accounting procedures for such items.

•

Physical inspection of donated items when they are
received.

•

Review and approval by the governing board of methods
used for determining the valuations assigned to donated
items and of the reasonableness of such valuations.

4-25.
Examples of auditing procedures that the independent auditor
should consider include:
•

Obtaining a listing of recorded amounts, including
name of donor, type of donation, gross valuation,
amount paid in cash (in the case of a bargain
purchase), and the net contribution, recorded by
source or activity.

•

For donated marketable securities, comparing published
quotations on the date of donation with the assigned
value.

•

For donated securities for which market quotations
are not readily available, obtaining a valuation
from an investment banker or securities dealer.

•

For other items, obtaining satisfaction that the value
placed on the donated items is comparable to prices
paid for similar items recently acquired, is consistent with appropriate market rates, or is based
on a reasonable appraisal or other expert valuation
(see SAS No. 11, Using the Work of a Specialist).

•

Reviewing receiving reports and other evidence
supporting the donated items to obtain satisfaction that they were properly recorded.

1. See the AICPA industry audit guide, Audits of Investment Companies,
for a discussion of factors to be considered when securities are valued
"in good faith."
20

•

With respect to donated collections (such as works
of art, books, and botanical specimens), reading
the organization's correspondence and any newspaper
clippings (the nonprofit organization may keep a
file of such items) for gifts of this nature,
physically observing such gifts, and obtaining
satisfaction that, if applicable,2they have been
properly recorded and disclosed.

•

Requesting confirmation from donors regarding the
type, description, and quantities of donated items
and any restrictions imposed on them.

Gifts of Future Interests and Interest-Free Loans
4-26. Donors may give nonprofit organizations various types of
future interests, such as the following:
•

Life income gifts —- resources made available
to the nonprofit organization with the donor restriction that the organization pay the income earned
thereon to designated beneficiaries for a specified
period of time (usually the life of the designated
beneficiaries).

•

Annuity gifts — similar to life income gifts, except
that the donor requires the nonprofit organization to
pay a fixed amount periodically (an annuity) to the
designated beneficiaries.

•

Unitrust gifts — gifts in which the donor retains
some rights (usually not in the entirety) in either
the principal or income.

In certain jurisdictions, the acceptance of an annuity by a nonprofit
organization is subject to the regulations of a governmental agency,
which may stipulate the conditions under which annuities can be accepted, designate the types of investments that can be made with annuity funds, and require that the investments (or other security) be
deposited with a governmental agency.
4-27. In addition, funds may be made available to the nonprofit
organization interest-free, to be repaid either on demand or after
a specified period. The earnings and sometimes the principal amounts
of these funds are available for use (restricted or unrestricted) by
the organization.
4-28.

When he is performing auditing procedures with respect to

2. See chapter 5 for a discussion of valuing collections of art and
similar items.
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gifts of future interests and interest-free loans, the independent
auditor's objectives should be to satisfy himself of the following:
•

Such gifts and loans have been properly recorded.

•

Amounts ascribed to such gifts are proper and recorded
in the appropriate period, and any significant associated liabilities or restrictions are recognized.

•

The basis of valuation of the gifts is disclosed
in the financial statements.

4-29.
Examples of internal accounting controls that may relate
to gifts of future interests include:
•

Establishment of procedures to adequately identify,
segregate, and control the cash and investments of
these gifts in compliance with applicable restrictions.

•

Maintenance of adequate information for each gift,
indicating the nature of the principal, the restrictions on investment or on the uses of principal or
income, the termination dates of such restrictions,
and so on. This may involve the maintenance of an
up-to-date register for each of these gifts, as well
as individual files of correspondence with donors
and their representatives and copies of bequests and
other documents pertinent to the administration of
each gift.

•

Establishment of controls to properly record and distribute the income from such gifts.

•

Establishment of procedures to determine the termination
of required payments to beneficiaries of life income
and annuity funds.

4-30.
Examples of auditing procedures that the independent auditor
should consider include
•

Reading the agreements under which gifts of future
interests were received, tracing the amounts of such
gifts from the donor agreements or other original
documents to the accounting records, and, in the case
of annuity-type gifts, testing the computation and
recording, if appropriate, of the annuity liability.

•

Obtaining satisfaction that the requirements of any
applicable governmental regulatory agencies are being
observed.

•

Testing distributions to beneficiaries to obtain
satisfaction that they were made in accordance with
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the applicable agreements and requesting confirmation
from the beneficiaries of amounts received.
Reviewing procedures and supporting documentation for
determining when required payments to beneficiaries of
life income and annuity funds should be discontinued.
When restrictions on gifts of future interests terminate,
examining the supporting documentation (such as death
certificates and obituaries) and reviewing the propriety of subsequent accounting for such gifts.
Obtaining satisfaction that imputed interest, if any,
has been properly calculated for interest-free loans.
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CHAPTER 5 - ASSETS
Types of Assets of Nonprofit Organizations
5-1Many assets of nonprofit organizations (such as cash, receivables, and marketable securities) are similar to those found in profitoriented organizations. Accordingly, the independent auditor's objectives, the internal accounting controls, and the auditing procedures
that should be considered for these assets are in most respects the
same as those applicable to profit-oriented organizations.
5-2.
Nonprofit organizations may have restricted resources and
assets with unique characteristics, such as the following:
•

Pledges or grants receivable.

•

Historic or restored buildings that are landmarks
or works of art and are used for display rather
than for operating or investment purposes.

•

Collections of art, first editions and other valuable
books, plants, animals, and other unique assets.

Restricted Resources
5-3.
Many nonprofit organizations receive resources (such as endowments and plant funds) subject to donor-imposed restrictions. Such
restrictions ordinarily are in the form of limitations on the use of
principal or income, which in the case of term endowments lapse at
some future time. In addition, donors or regulatory agencies sometimes
stipulate that the donated resources must be segregated from other
assets. For example, the provisions of applicable law frequently
require the segregation of resources given subject to an annuity agreement. When there is no requirement to segregate the assets, they often
are commingled (or pooled) with those of other restricted or unrestricted
organization funds.
5-4.
Many nonprofit organizations segregate certain assets according to fund groupings. This action frequently is taken with respect
to assets of endowment, annuity, and life income funds of a restricted
nature. In addition to those procedures with respect to gifts of assets
subject to donor restriction discussed in chapter 4, the independent
auditor should:
•

Be aware of any legal requirements pertinent to
restricted resources. It may be necessary to obtain
information from legal consel and to request confirmation
from other third parties about the requirements for segregation of assets.

•

Obtain satisfaction that the organization has complied
with the restrictions imposed by the donor or other third
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parties and that significant restrictions are disclosed in
the financial statements.
Investment Pools
5-5.
Nonprofit organizations frequently pool investments of various
funds. The income from such investments, and the realized and unrealized
gains and losses on the investments, should be allocated equitably to
the participating funds.
5-6.
With respect to investment pools, the independent auditor
should consider whether there are any restrictions (by donors or regulatory agencies) that would prohibit the pooling of investments of
certain funds, whether there are appropriate controls over the allocations to participating funds of investment income and of realized and
unrealized gains or losses, and whether the method of computing such
allocations is appropriate. In addition, the independent auditor should
consider testing the computation of such allocations.
Grants and Pledges Receivable
5-7.
Many nonprofit organizations have receivables in the form
of (1) grants from governmental units and other organizations and (2)
pledges from contributors. With respect to grants and pledges receivable,
the independent auditor should:
•

Obtain satisfaction that such grants and pledges are
properly reflected in the financial statements.

•

Apply auditing procedures similar to those used in
the examination of other receivables (such as requesting
confirmations) and consider the applicable portions of
section 331 of SAS No. 1.

•

Obtain satisfaction that the allowance for uncollectible pledges (or grants, if applicable) is
reasonable. Factors to be considered include the age
of the pledges (or grants), the organization's past
collection experience, its policy with respect to
the enforcement of the pledge obligation, and the
credit standing of the donors (or grantors).

Property and Equipment
5-8.
Nonprofit organizations' property and equipment may be acquired
by purchase, donation, or lease. The amount and type of the investment
in property and equipment varies significantly among nonprofit organizations. For example, a trade association or political party may own
only furniture and office equipment; a private school or a public broadcasting company may have significant amounts invested in buildings
and equipment; a country club or botanical garden may have major investments in land improvements, and a performing arts organization may
have items such as sets and costumes.
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5-9.
Examples of auditing procedures that the independent auditor
should consider in addition to those that would otherwise be applied
include:
•

Reviewing compliance with any donor-imposed restrictions on the uses or dispositions of donated property
and equipment.

•

When assets not previously capitalized are being
capitalized for the first time, reviewing the basis used
to record the assets. If appraisals have been used, the
guidance provided in SAS No. 11, Using the Work of a
Specialist, should be followed.

Collections of Works of Art and Similar Items
5-10.
Donors frequently make gifts of works of art and similar
items to museums, libraries, schools, churches, and other nonprofit
organizations. It is often impracticable, however, to value such gifts,
and, accordingly, they often are not capitalized. In addition, these
items may be purchased either with unrestricted resources or with resources donated specifically for such purposes. Some nonprofit organizations recognize values for such items on their balance sheets.
5-11.
Organizations acquiring these items ordinarily should catalogue (such as by maintaining a register of accessions or otherwise
identifying and describing the objects acquired), control (by assigning
an identification number and placing an identification tag or mark
on the item), and provide adequate physical safeguards from theft or
damage for such items. Periodic inventories of such assets should
be taken (using the identification numbers) and reconciled with the
register of accessions.
5-12.
With respect to collections of works of art and similar items,
examples of auditing procedures that the independent auditor should
consider include:
•

Evaluating the procedures for recording accessions
and deaccessions and inspecting approvals or acknowledgements to donors of the acquired items.

•

Obtaining satisfaction that the valuation basis on the
balance sheet is appropriate and that such basis is
disclosed.

•

Evaluating the procedures for controlling the collections
and for periodically conducting a physical inventory of
them. If the value of the collections is included in the
financial statements, consider observing the physical
inventory or otherwise obtaining satisfaction concerning
the physical existence of the collections.
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CHAPTER 6 - LIABILITIES, DEFERRED REVENUE AND SUPPORT, AND
FUND BALANCES
Liabilities
6-1.
Liabilites of nonprofit organizations generally are similar
to those of profit-oriented organizations. Accordingly, the independent
auditor's objectives, the internal accounting controls, and the auditing
procedures that should be considered for liabilities are in most respects the same as those applicable for profit-oriented organizations.
6-2.
Liabilities of nonprofit organizations that have unusual characteristics include tax-deferred annuities for employees and interfund
borrowings, which are discussed in this chapter, and refunds due to
third parties for amounts collected under reimbursement agreements,
which are discussed in chapter 3.
6-3.
Tax-Deferred Annuities. Nonprofit entities organized under
Internal Revenue Code section 501(c)(3) may adopt tax-deferred annuity
plans for their employees. Such plans, which are covered in Internal
Revenue Code section 403(b), may be noncontributory, or the employees
may contribute to the plan. In conjunction with these tax-deferred
plans, the nonprofit organization is responsible for the accuracy of
the calculation of the amount that may be contributed to the plan annually for each employee. The independent auditor, in addition to considering the organization's compliance with the Employee Retirement
Income Security Act of 1974, should review the calculation of the maximum annual contribution permitted by the Internal Revenue Code. In
addition, the auditor may review the actuary's report and compare the
calculation of the maximum annual contribution with the recorded expense to see that the accounting treatment conforms to generally accepted accounting principles.
6-4.
Interfund Borrowings. Nonprofit organizations may transfer
amounts among funds either temporarily (borrowings) or permanently
(transfers).
6-5.
A governing board may authorize borrowings from endowment
or other restricted funds. When it becomes evident that contemplated
sources of funds for repayment are not readily available, such interfund borrowings generally are considered permanent and are recorded
as transfers. There may, however, be legal prohibitions against lending
endowment or other restricted funds to unrestricted funds or against
making such transfers.
6-6.
When he is performing auditing procedures with respect to
interfund borrowings, the independent auditor's objectives should be
to obtain satisfaction that the transactions are properly authorized,
recorded, classified, and disclosed in the financial statments and
that the organization has complied with any legal restrictions.
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6-7.
Examples of internal accounting controls that may apply to
interfund borrowings of a nonprofit organization include procedures
for
•

Determining that borrowings are in accordance with authorizations
and legal restrictions.

•

Periodically reviewing the collectibility of interfund
balances.

6-8.
Examples of auditing procedures that the independent auditor
should consider include:
•

Obtaining satisfaction through inquiries of legal counsel
that borrowings do not violate any legal restrictions.
If the auditor becomes aware of violations of such
restrictions, he should follow the guidance in SAS No. 17,
Illegal Acts by Clients.

•

Reviewing minutes of governing board meetings or
other documentation for approval of borrowings.

•

Obtaining satisfaction that interfund borrowings
between funds are recorded at the same amount in
both funds.

•

Evaluating the collectibility of amounts due from
other funds.

•

Obtaining satisfaction that interest accruals and
payments of interfund borrowings are proper.

•

Obtaining satisfaction that transfers have been
properly classified and disclosed in the financial
statements.

Deferred Revenue and Support
6-9.
Deferred revenue may include items (such as membership dues
and subscriptions to periodicals) that have not been earned as of the
balance sheet date but that are expected to be recognized as revenue
insubsequent periods. Deferred revenue items of nonprofit organizations generally are similar to those found in many profit-oriented
organizations.
6-10.
Deferred support may include unexpended balances of gifts,
grants, and bequests restricted for specific operating purposes or
for use in future periods. It also may include any unexpended balance
of income earned on endowment funds that is restricted for operating
purposes and capital gifts and grants restricted for acquisition of
plant assets, until they are used for the intended purpose.
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6-11.
When he is performing auditing procedures with respect to
deferred revenue and support, the independent auditor's objectives
should be to obtain satisfaction that amounts applicable to future
periods are properly recorded.
6-12.
Examples of internal accounting controls that may apply to
deferred revenue and support include:
•

Controls to ensure that records of the amounts and
time periods to which deferred revenue relates are
properly maintained.

•

Controls to ensure that records of restrictions on
deferred support are properly maintained.

•

Establishment of procedures to review the calculation
and underlying amounts of the amortization of
deferred revenue.

•

Performance of periodic reviews of expenditures
to determine that deferred support has been properly
recognized.

6-13.
Examples of auditing procedures that the independent auditor
should consider include:
•

Examining the calculations of deferred revenue and
reviewing the propriety of the amortization periods.

•

Examining expenditures of deferred restricted funds
to determine whether they are in compliance with the
donor's or grantor's restrictions and whether the
proper amounts of such restricted funds have been
recognized as revenues or other additions.

•

Determining whether matching requirements, if any,
have been met.

•

If current restricted gifts, grants, bequests, and
other income are recognized as revenue, support, and
capital additions to the extent that, during the
period, expenditures have been made for the purposes
specified by the donor or grantor (as recommended
in SOP 78-10), reviewing other expenditures to
determine whether any of them satisfy such restrictions and should give rise to recognition of deferred revenue and support as current-period revenues,
support, or capital additions.

Fund Balances
6-14.
Fund balances represent the organization's net assets and
may include funds restricted by donors, such as funds for endowment,
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property and equipment, and loan purposes. Disclosures of the restricted
portions of fund balances are made by major classifications, with in*
dividual funds being grouped with those of similar types.
6-15.
When he is performing auditing procedures with respect to
fund balances, the independent auditor's objectives should be to obtain
satisfaction that restricted resources have been treated in accordance
with the restrictions imposed by third parties and that proper disclosure
is made of the restricted and unrestricted portions of fund balances.
6-16.
Examples of internal accounting controls that may apply to
fund balances of nonprofit organizations include:
•

Controls to insure that records of donor-imposed
restrictions are properly maintained.

•

Periodic reviews for compliance with such restrictions.

•

A chart of accounts that assures proper classification
and accounting for restricted funds.

•

Controls to insure that transfers are processed
in accordance with board approvals.

6-17.
Examples of auditing procedures that the independent auditor
should consider include:
•

Obtaining satisfaction that funds are in balance.

@

Examining competent evidence to support restrictions.

•

Obtaining satisfaction that all funds included in a
particular classification have similar characteristics.

•

Examining documentation supporting payments and transfers to obtain satisfaction that they are properly
approved and recorded.

•

Obtaining satisfaction that proper segregation and
disclosures are made in the financial statements.

1.

See footnote 1.
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CHAPTER 7 - OTHER MATTERS
Affiliated Organizations
7-1.
The independent auditor should inquire about whether there
are organizations that are affiliated with, or otherwise financially
related to, the organization whose financial statements are being examined. The auditor should consider whether combined financial statements are necessary for fair presentation in conformity with generally
accepted accounting principles. If combined financial statements are
not neceessary, the independent auditor should consider whether appropriate disclosure of affiliations is made in the notes to the financial
statements.
Related-Party Transactions
7-2.
SAS No. 6, Related Party Transactions, provides guidance
concerning procedures that the independent auditor should consider
to identify related-party transactions and to obtain satisfaction in
regard to the substance of such transactions and the accounting for
them, including financial statement disclosure.
Illegal Acts by Clients
7-3.
The independent auditor should be familiar with SAS No. 17,
Illegal Acts by Clients, which discusses the attention his audit should
give to the possibility that illegal acts may have occurred. SAS No.
17 also provides guidance when the auditor becomes aware of client
acts that appear to be illegal.
Errors or Irregularities
7-4.
The independent auditor also should be familiar with SAS
No. 16, The Independent Auditor's Responsibility for the Detection
of Errors or Irregularities, which provides guidance concerning the
auditor's responsibility for detecting errors or irregularities and
which discusses his responsibilities when his examination indicates
that material errors or irregularities exist.
Client Representations
7-5.
The independent auditor is required to obtain certain written
representations from management as part of an examination made in accordance with generally accepted auditing standards (see SAS No. 19,
Client Representations). In addition to those representations contained
in the illustrative letter in SAS No. 19, for nonprofit organizations
the independent auditor should consider including representations concerning the following, if applicable:
•

Compliance with restrictions on resources.

•

Taxation and tax-exemption status.
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•

Reasonableness of bases for allocation of
functional expenses.

•

Propriety of interfund transfers and collectibility
of interfund loans.

•

That all funds under the control of the entity
have been declared to the auditor and are properly
included in the financial statements.

Use of the Work of Internal Auditors
7-6.
Nonprofit organizations may have internal auditors who, among
other functions, may study and evaluate internal accounting controls
and perform substantive tests of the details of transactions and balances. Although the work of an internal auditor cannot be substituted
for the work of the independent auditor, the independent auditor should
consider, in accordance with SAS No. 9, the procedures performed by internal auditors in determining the nature, timing, and extent of his
own auditing procedures.
Audit Committees
7-7.
Some nonprofit organizations have formal audit committees.
Their responsibilities generally are similar to those of profit-oriented
organizations' audit committees.
7-8.
The audit committee generally serves as liaison between the
organization's governing board and the independent auditor. The independent auditor should establish a working relationship with the
audit committee and should inform its members of the results of the
examination, particularly the discovery of material errors and irregularities, illegal acts, or material weaknesses in internal accounting
controls. The independent auditor often may be requested to attend
meetings of the audit committee and to assist the committee in connection with its duties.
Other Information in Documents Containing
Audited Financial Statements
7-9.
Information not covered by the auditor's report may sometimes
be included in a document prepared by a nonprofit organization that
contains audited financial statements. For example, the organization
may present a comparison of budgeted revenues and expenses with actual
revenues and expenses. If such a comparison is included in the financial
statements, the information ordinarily should be appropriately identified as "not covered by the auditor's report," in accordance with paragraph 31 of SAS No. 2, Reports on Audited Financial Statements. The
organization may also present such information outside the financial
statements. SAS No. 8, Other Information in Documents Containing Audited
Financial Statements, is applicable to other information in published
annual reports of nonprofit organizations for charitable or philanthropic purposes.
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7-10.
Although the auditor is not required to perform procedures
on such budget information beyond the requirements of the applicable
SAS, he may consider comparing the budget information with the organization's approved budget.
Inclusion of Summary Financial Data in
Printed Reports, of Fund-Raising Literature
7-11.
Frequently, nonprofit organizations include summary or condensed financial data in a printed annual report or in fund-raising
literature. Such data often do not include notes and similar information necessary for a fair presentation in conformity with generally
accepted accounting principles. In such cases, an independent auditor
should not allow his name to be associated with the data. However,
a statement can be made that the data were extracted from the audited
financial statements as long as the independent auditor is not identified. It is preferable that the statement indicate where a copy of
the audited financial statements and auditor's report may be inspected
or obtained.
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CHAPTER 8 - THE INDEPENDENT AUDITOR'S REPORT
8-1.
For guidance concerning the form and content of the auditor's
report, the auditor should consult AICPA Statements on Auditing Standards. This chapter illustrates the application of auditing standards,
in specific types of circumstances, on the financial statements of
nonprofit organizations covered by the guide.
Auditor's Standard Report
8-2.
When the independent auditor concludes that the financial
statements present fairly the financial position, results of operations,
and, if presented, changes in financial position, in conformity with
generally accepted accounting principles consistently applied, the
auditor's report might read as follows:
(Scope paragraph)
We have examined the balance sheet of XYZ Nonprofit
Organization as of December 31, 19X2, and the
related statements of activity (and of changes in
financial position) for the year then ended. Our
examination was made in accordance with generally
accepted auditing standards and, accordingly, included such tests of the accounting records and such
other auditing procedures as we considered necessary
in the circumstances.
(Opinion paragraph)
In our opinion, the financial statements referred
to above present fairly the financial position of
XYZ Nonprofit Organization at December 31, 19X2,

1. The term "results of operations" relates to both the results of
current activities and the results of other changes in fund balances,
whether presented in the form of one statement or two. Nonprofit organizations are excluded from Accounting Principles Board Opinion No.
19, Statement of Changes in Financial Position. According to that
opinion, a profit-oriented business entity whose financial statements
purport to present both financial position and results of operations
must present, as a basic financial statement, a statement summarizing
changes in financial position for each period for which an income statement is presented. SOP 78-10 recommends that the nonprofit organization covered by this guide present statements of changes in financial
position in such circumstances.
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and the results of its operations (and the changes
in its financial position) for the year then ended,
in conformity with generally accepted accounting
principles applied on a basis consistent with that
of the preceding year.
Reports on Comparative Financial Statements
8-3.
Guidance concerning reports on comparative financial statements
is provided in SAS No. 15, Reports on Comparative Financial Statements.
When the financial statements for each year presented are intended
to present financial position, results of operations, and, if applicable,
changes in financial position, the independent auditor's report might
read as follows:
(Scope paragraph)
We have examined the balance sheets of XYZ Nonprofit
Organization as of December 31, 19X2 and 19X1,
and the related statements of activity and of changes
in financial position for the years then ended. Our
examinations were made in accordance with generally
accepted auditing standards and, accordingly, included
such tests of the accounting records and such other
auditing procedures as we considered necessary in the
circumstances.
(Opinion paragraph)
In our opinion, the financial statements referred
to above present fairly the financial position of XYZ
Nonprofit Organization at December 31, 19X2 and 19X1,
and the results of its operations and the changes in
its financial position for the years then ended, in
conformity with generally accepted accounting principles
applied on a consistent basis.
8-4.
When sufficient detail for prior years is not presented,
footnote 5 of SAS No. 15 provides the following guidance:
A continuing auditor need not report on the prior period
financial statements if only summarized comparative information of the prior period(s) is presented. For example,
nonprofit organizations such as hospitals, colleges and
universities, voluntary health and welfare organizations,
and state and local government units frequently present
total-all-funds information for the prior period(s) rather
than information by individual funds because of space
limitations or to avoid cumbersome or confusing formats.
In some circumstances, the client may request the auditor to
express an opinion on the prior period(s) as well as the current
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period. In those circumstances, the auditor should consider
whether the information included for the prior period(s)
contains sufficient detail to constitute a fair presentation
in conformity with generally accepted accounting principles.
In most cases, that will necessitate including additional
columns or separate detail by fund, or the auditor would
need to modify his report.
Modified Auditor's Opinions and Disclaimers of Opinion
8-5.
The following examples illustrate the guidance provided in
Statements on Auditing Standards concerning modified auditor's opinions
(that is, qualified opinions and adverse opinions) and disclaimers
of opinion.
8-6.
Scope Limitation. The following is an example of the report
language that might be used when scope of the auditor's examination
has been limited because the client has specified that the auditor
not request confirmations of pledges receivable (and the amounts involved are material).
(Scope paragraph)
We have examined the balance sheet of XYZ Nonprofit Organization
as of December 31, 19X2, and the related statements of activity
and of changes in financial position for the year then ended.
Except as explained in the following paragraph, our examination
was made in accordance with generally accepted auditing standards
and, accordingly, included such tests of the accounting records
and such other auditing procedures as we considered necessary
in the circumstances.
(Explanatory paragraph)
As instructed, we did not request confirmation of pledges
receivable (stated at $
) by direct correspondence with the
donors, and we were unable to satisfy ourselves in regard to
the amounts of such pledges receivable by means of other audit
ing procedures.
(Opinion paragraph)
Because we were unable to satisfy ourselves in regard to the
amounts of pledges receivable, as explained in the preceding
paragraph, and because pledges receivable at December 31, 19X2,
enter materially into the determination of financial position
and results of operations, the scope of our work was not sufficient to enable us to express, and we do not express an opinion
on the accompanying financial statements referred to above.
8-7.

In some cases the independent auditor's examination may be
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limited because circumstances do not allow him to obtain reasonable
assurance that all contributions have been properly recorded. For
example, the independent auditor performs all auditng procedures that
he believes are practicable but, nevertheless, cannot satisfy himself
that substantially all contributions are recorded. If in such circumstances the auditor has no reason to believe that possible unrecorded
contributions, are material enough to negate his opinion on the financial
statements, he may express an opinion that is qualified in regard to
the effects of any unrecorded contributions. His qualified opinion
might be worded as follows
(Scope paragraph)
We have examined the balance sheet of XYZ Nonprofit
Organization as of December 31, 19X2, and the related
statements of activity and of changes in financial position for the year then ended. Except as explained in the
following pargarph, our examination was made in accordance
with generally accepted auditing standards and, accordingly,
included such tests of the accounting records and such
other auditing procedures as we considered necessary in
the circumstances.
(Explanatory paragraph)
No accounting controls are exercised over door-to-door cash
collections prior to the initial entry of such contributions
in the accounting records. Accordingly, it was impracticable
to extend our examination of such receipts beyond the amounts
recorded.
(Opinion paragraph)
In our opinion, except for the effects of any adjustments that
might have resulted had the collections of cash contributions
referred to above been susceptible to satisfactory audit tests,
the financial statements referred to above present fairly the
financial position of XYZ Nonprofit Organization at December 31,
19X2, and the results of its operations and the changes in its
financial position for the year then ended, in conformity with
generally accepted accounting principles applied on a basis consistent with that of the preceding year.
When the independent auditor, after investigation, has reason to believe
that the unrecorded amounts may be great enough to negate his opinion
on the financial statements, he should disclaim an opinion on the financial statements.
8-8.
Departure From Generally Accepted Accounting Principles.
The independent auditor should determine whether the effects of the
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departure from generally accepted accounting principles require a qualified or an adverse opinion. In making a judgment concerning the materiality of the departure, the auditor shoud consider factors such as
the dollar magnitude of the effects, the significance of the item to
the organization, the pervasiveness of the misstatement, and the impact
of the misstatement on the financial statements taken as a whole.
8-9.
The following is an example of report language that might
be used when there has been a departure from generally accepted accounting principles, such as the organization's failure to record the fair
value of a material amount of donated marketable securities when the
organization has a clearly measurable and objective basis for determining
the value. For illustrative purposes, it is assumed that the financial
statements are comparative but the departure from generally accepted
accounting principles did not affect the financial statements for the
prior year (19X1) and that the independent auditor concludes that a
qualified opinion is appropriate. The explanatory and opinion paragraphs
might read as follows:
(Explanatory paragraph)
XYZ Nonprofit Organization does not record donated marketable
securities as contributions until they are sold, at which time
the proceeds for the sale of the securities are recorded as a
contribution. As a result, certain marketable securities received
as donations during 19X2 that were not sold prior to year-end
were not recorded at December 31, 19X2. In our opinion, generally
accepted accounting principles require that such donated marketable securities be recorded at their fair value at the date they
are received. If such donated marketable securities were recorded,
investments in marketable securities and the unrestricted fund
balance would be increased by $
as of December 31, 19X2, and
contributions and the excess of support and revenue over expenses
(expenses over support and revenue) would be increased (decreased)
by $
for the year then ended.
(Opinion paragraph)
In our opinion, except for the effects on the 19X2 financial
statements of not recording donated marketable securities received
as contributions, as explained in the preceding paragraph, the
financial statements referred to above present fairly the
position of XYZ Nonprofit Organization at December 31, 19X2 and
19X1, and the results of its operations and the changes in its
financial position for the years then ended, in conformity with
generally accepted accounting principles applied on a consistent
basis.
For accounting changes, the auditor should follow the guidance provided
in SAS No. 1, section 546, "Reporting on Inconsistency."
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8-10.
Accounting Principles Not Consistently Applied. If a change
in accounting principle is made to adopt the recommendations of SOP
78-10, the SOP states that the changes should be applied retroactively
by prior-period adjustment. Thus, the appropriate reference to consistency in the auditor's report in such cases is that the statements
are consistent after giving retroactive effect to the change. Illustrations of appropriate reporting in such cases follow.
(Opinion paragraph covering one year)
...applied on a basis consistent with that of the preceding
year after giving retroactive effect to the change, with
which we concur, in the method of accounting for marketable
securities as described in Note X to the financial statements.
(Opinion paragraph covering two years)
...applied on a consistent basis after restatement for
the change, with which we concur, in the method of accounting for marketable securities as described in Note X
to the financial statements.
8-11.
Uncertainties. Nonprofit organizations, like business entities,
may be affected by uncertainties. Uncertainties may include, for example,
the outcome of litigation and costs incurred under a contract that
are subject to audit by the other party to the contract. Reporting
guidance on uncertainties is provided in paragraphs 21 through 26 of
SAS No. 2, Reports on Audited Financial Statements.
8-12.
Although questions about an entity's continued existence
are more closely associated with the activities of business enterprises,
a question about the ability of a nonprofit organization to continue
may arise. Circumstances may cause an auditor to question a nonprofit
organizations's ability to meet its obligations as they become due
without substantial disposal of assets, restructuring of debt, externally
forced revisions of its programs, or similar actions. When a question
arises about a nonprofit orgnization's ability to continue, the auditor
needs to consider the information contrary to the ordinary assumption
that the organization will continue and any related mitigating factors.
SAS No. XX, The Auditor's Considerations When a Question Arises About
An Entity's Continued Existence, provides guidance on such considerations.
If the auditor concludes that there is an uncertainty about the organization's ability to continue, reporting guidance is provided in SAS No.
2, Reports on Audited Financial Statements
Special Reports
8-13.
•

Special reports are those issued in connection with

Financial statements that are prepared in accordance
with a comprehensive basis of accounting other than
generally accepted accounting principles.
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•

Specified elements, accounts, or items of a financial
statement.

•

Compliance with aspects of contractual agreements or
regulatory requirements related to audited financial
statements.

•

Financial information presented in prescribed forms or
schedules that require a prescribed form of auditor's
report.

Guidance with respect to these reports is provided by SAS No. 14, Special
Reports.
8-14.
Some nonprofit organizations may find that financial statements
prepared in accordance with a comprehensive basis of accounting other
than generally accepted accounting principles, such as cash basis or
modified cash basis, are adequate for their needs (see paragraph 1-7).
8-15.
The following is an example of the report language that might
be used when reporting on financial statements prepared on a modified
cash basis.
(Scope paragraph)
We have examined the statement of assets, liabilities, and fund
balances (modified cash basis) of XYZ Nonprofit Organization as
of December 31, 19X2, and the related modified-cash-basis statements of support, revenue and expenses, and changes in fund
balances for the year then ended. Our examination was made in
accordance with generally accepted auditing standards and, accordingly, included such tests of the accounting records and
such other auditing procedures as we considered necessary in the
circumstances.
(Explanatory paragraph)
As described in Note X, the organization's policy is to prepare
its financial statements on the basis of cash receipts and disbursements, except that they include provision for depreciation
of buildings and equipment. Consequently, certain revenue and
the related assets are recognized when received rather then when
earned, and certain expenses are recognized when paid rather than
when the obligation is incurred. Accordingly, the accompanying
financial statements are not intended to present financial position and results of operations in conformity with generally accepted accounting principles.
(Opinion paragraph)
In our opinion, the financial statements referred to above
present fairly the assets and liabilities of XYZ Nonprofit
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Organization at December 31, 19X2, and the support, revenue
and expenses, and changes in fund balances for the year
then ended, on the basis of accounting described in Note X,
which is consistent with that of the preceding year.
Reporting on the Financial Statements
of a Component of a Nonprofit Organization
8-16.
An independent auditor may be engaged to express an opinion
on the financial statements of a component of a nonprofit organization
presented separately from the financial statements of the organization
as a whole.
SAS No. 14, Special Reports, states that the term "financial statements" refers to a presentation of financial data, including
accompanying notes, derived from accounting records and intended to
communicate an entity's economic resources or obligations at a point
in time, or the changes therein for a period of time, in accordance
with a comprehensive basis of accounting.
8-17.
If the auditor has not examined the financial statements
of the entire organization, he may have to apply additional procedures
to obtain reasonable assurance that transactions relating to the component are not recorded in the records of other parts of the organization. In addition, he would have to obtain information concerning
other matters, such as transactions with other components and allocations
of common costs, that could affect the presentation of the financial
statements of the component and the disclosures therein. Thus, auditing
procedures often have to be applied with respect to the records pertaining to the other components of the nonprofit organization. Also, the
auditor generally should obtain representations from the management
of the organization that there were no material transactions or other
matters applicable to the component being examined that have not been
properly recorded in the underlying accounting records or disclosed
in the financial statements of that component.
8-18.
The financial statements of the component should clearly
indicate what part of the organization is included and, when misunderstanding could result, what parts are not included. For example, the
financial statements generally should disclose such matters as the
existence of affiliated or controlling interests and the nature and
volume of material transactions (individually or in the aggregate)
with related parties, including any services either performed or received for a nominal charge or without charge and any allocations of
common expenses (see paragraph 7-2).

2. For organizations covered by this guide, a component may be in
the form of a branch, operation, or fund, provided that its assets,
results of operations, and activities can be clearly distinguished,
physically and operationally and for financial reporting purposes,
from the other assets, results of operations, and activities of the
organization.
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8-19.
In other circumstances, the auditor may be engaged to express
an opinion on a special-purpose financial presentation (see AU9621.26.31), such as a statement of revenue and allowable expenses of an individual grant. When an auditor is requested to examine and express
an opinion on such special-purpose financial presentations, the measurement of meteriality should be related to the presentation taken as
a whole. The auditor's report should indicate his opinion on the fairness of the presentation of the information (for example, grant revenue
and allowable expenses) in conformity with generally accepted accounting principles. To avoid any implication that the special-purpose
financial statement being reported on is intended to present financial
position, results of operations, or changes in financial position,
the auditor's report should clearly state what the statement intended
to represent, and the auditor should be satisfied that the statement
is suitably titled. The special-purpose financial statement should
differ from a complete financial statement only to the extent necessary
to meet the special purpose for which the presentation was prepared;
accordingly, in all other respects, including matters of informative
disclosures, generally accepted accounting priciples should be followed.
8-20.
Examples of auditor's reports on the financial statements
of a component of a nonprofit organization follow.
Report on a Branch
We have examined the balance sheet of the Washington
Branch Office of the XYZ Trade Association as of June 30,
19X2, and the related statement of revenues and expenses
and changes in home office account [and of changes in financial
position] for the year then ended. Our examination was made in
accordance with generally accepted auditing standards and,
accordingly, included such tests of the accounting records and
such other auditing procedures as we considered necessary in the
circumstances.
In our opinion, the financial statements referred to above
present fairly the financial position of the Washington
Branch Office of XYZ Trade Association at June 30, 19X2, and
its results of operations [and the changes in its financial
position] for the year then ended, in conformity with generally
accepted accounting principles applied on a basis consistent
with that of the preceding year.
Report on a Separate Operation
We have examined the statement of assets and liabilities of
the Blank Street Center of the XYZ Nonprofit Organization
as of June 30, 19X2, and the related statement of revenues
and expenses for the year then ended. Our examination was
made in accordance with generally accepted auditing standards
and, accordingly, included such tests of the accounting records
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and such other auditing procedures as we considered necessary
in the circumstances.
In our opinion, the financial statements referred to above
present fairly the assets and liabilities of the Blank Street
Center of the XYZ Nonprofit Organization at June 30, 19X2,
and its revenues and expenses for the year then ended, in
conformity with generally accepted accounting principles
applied on a basis consistent with that of the preceding year.
Report on a Separate Fund
We have examined the statement of assets, liabilities, and
fund balance of the Endowment Fund of XYZ Nonprofit Qrangization as of September 30, 19X2, and the related statement of
changes in fund balance for the year then ended. Our examination
was made in accordance with generally accepted auditing standards
and, accordingly, included such tests of the accounting records
and such other auditing procedures as we considered necessary
in the circumstances.
(Optional explanatory paragraph - emphasis of a matter)
This paragraph may be especially appropriate if the
auditor believes a user of the financial statements
may not adequately understand the relation between
the component reported on and the financial statements of the organization taken as a whole.
As explained in Note 1, the accompanying financial statements
do not include the assets, liabilities, and fund balances and
the support, revenue, expenses, and capital additions of XYZ
Nonprofit Organization that are recorded in its ,[list funds
not presented].
In our opinion, the financial statements referred to above present
fairly the assets, liabilities, and fund balance of the Endowment
Fund of XYZ Nonprofit Organization at September 30 19X2, and its
changes in fund balance for the year then ended, in conformity
with generally accepted accounting principles applied on a basis
consistent with that of the preceding year.
8-21. The following is an example of an auditor's report on a specialpurpose financial presentation.
We have examined the statement of grant revenues and allowable
expenses of the XYZ Nonprofit Organization for the year ended
March 31, 19X2, pursuant to grant no. 78743, described in Note
X, between XYZ Nonprofit Organization and Grantor, dated January 1,
19XX. Our examination was made in accordance with generally accepted auditing standards and, accordingly, included such tests
of the accounting records and such other auditing procedures as
we considered necessary in the circumstances.
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In our opinion, the statement referred to above presents fairly
the grant revenues and allowable expenses of XYZ Nonprofit Organization for the year ended March 31, 19X2, pursuant to the
grant referred to above in conformity with generally accepted
accounting principles [applied on a basis consistent with that
of the preceding year].
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